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Abstract 
Fundamentals of the liquidation method of business valuation are introduced in this paper. It contains findings from the main 
business valuation literature. Problematic areas of the liquidation method are also identified. Proposed solutions, if available, are 
provided. Furthermore problematic areas including possible direction for further research are discussed. 
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1. Main text  
There is lack of references to the liquidation method in the business valuation literature and economic papers. The 
business valuation methodology mainly deals with income approach, particularly with the discounted cash-flow 
method (DCF) that has been widely theoretically analysed and discussed. The empirical evidence reveals the 
grounds to this phenomena – the major method used for valuation of the going-concern business is DCF method (for 
the Czech environment see Podškubka (2012)). 
However, in some cases there are doubts whether the going-concern principle is attainable or valued business 
faces serious problems (economic or financial). In such cases valuer should consider alternative approaches to asses 
a value of the business. Then, liquidation method of valuation is among the favourites. 
As I have observed in the literature and in expert reports, liquidation valuation is often performed simply, without 
reflecting basic economic rules which affect the valuation result (time value of money, corresponding costs etc.). 
Too simple liquidation valuations are distorted significantly. 
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We can quite easily compile problematic areas of liquidation method, but many of them have not been solved yet, 
some problems related to the liquidation method have not been mentioned yet and some very important problems are 
not highlighted sufficiently. 
In this paper I first present the content of contemporary business valuation literature that relates to the liquidation 
method of valuation. In subsequent section I introduce the problematic areas that must be considered when the 
liquidation method is used. Further I will introduce solutions of some problematic areas. In the penultimate section 
the problems for following research are highlighted. The last section summarizes. 
2. Business valuation literature 
In this section I present major content of main business valuation literature related to the liquidation method. First 
of all I have focused on US, German and Czech business valuation books, which are main sources of knowledge 
used in the expert reports in the Czech Republic. 
I have also searched among economic papers, but none of them has dealt with fundamentals of liquidation 
method as the fundamental topic. I consider only a few of approx. 50 papers I have studied useful for the concept of 
liquidation valuation. For that reason I omit economic papers in this part, because they are not helpful1. 
 
2.1. Damodaran: Damodaran on Valuation (2006) 
The chapter 17 of Damodaran (2006) deals with The Costs of Distress. Damodaran argues that financial distress 
is much more often in the real world than we assume. The empirical evidence suggests that many companies, 
especially small and fast growing ones do not overcome financial distress. A substantial part of chapter 17 in 
Damodaran (2006) focuses on methods that incorporate financial distress into DCF valuation. I will not deal with 
the content of this section, because it is out of the scope of this paper. 
Damodaran does not deal with the liquidation method in any comprehensive section. He just presents two ways 
how liquidation valuation could be performed: 
1. Base the liquidation valuation on the book value of assets and adjust it with inflation. Even Damodaran 
stresses the drawback of this approach – it is based on the book value of the property. 
2. Base the liquidation valuation on the potential income from individual property disposal and discount resulting 
cash flows. 
Some Damodaran`s opinions that relate to the liquidation process are mentioned in the book: 
x Companies that are unable to pay their debts have to liquidate their assets, often for minimum prices, and use 
the money to repay the debt. If some cash remains, which happens rarely, it is paid to investors. 
x Transaction costs related to various types of property differ (gold, silver, oil – minimal; real estates for housing 5 
– 6 %; art / collections 15 – 20 %). Transaction costs rise with the unique character of the property and/or 
inexistence of liquid market. 
2.2. Ballwieser: Business Valuation (2007) 
Ballwieser (2007) describes liquidation method within one page. Ballwieser introduces liquidation valuation as 
the difference between the market value of property diminished by value of the debt. Ballweiser highlights the 
intensity of liquidation valuation on amount of estimates and notes that if sale of some property lasts over 1 year, 
return has to be discounted. 
 
 
1 I will mention some papers below when necessary. 
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2.3. Mandl – Rabel (1997) 
Mandl – Rabel (1997) deals with liquidation method within one page. They highlight that sale costs must be 
deducted when individual property items are valued. If liquidation lasts for a long time, the revenues and costs must 
be discounted. Debts must be subtracted within all side costs (early repayment fees, settlement costs, etc.). 
The role of valuation assumptions is stressed in the book, primarily the decision if the valuation is under time 
pressure or it is not time constrained. The level of income from liquidation will be highly affected by conditions of 
the sale. Within the scope of assumptions a wide range of property actions can be considered – from selling 
individual property items to the sale of whole businesses without time constraint. 
2.4. Wollny (2010) 
Wollny (2010) contains a chapter that focuses on liquidation valuation method. 
First of all, Wollny introduces general applications of liquidation value: 
x If the liquidation value is above income approach valuation (based on going-concern principle) and liquidation 
comes into consideration, liquidation value should be used. 
x If the nature of the business implies limited lifetime (e.g. a quarry, gravel, fixed-term company etc.), the terminal 
value must be based on liquidation. 
x Non-operating assets should be valued by liquidation method as the market value reduced by costs of sale and 
taxes. If such result is higher than net present value of cash-flows from operating the asset, the liquidation value 
should be used. 
x Under the standard of objectified value Liquidation valuation must be used if the business continuity is dependent 
on contemporary management that will not stay. 
The liquidation valuation process is described in the following part of Wollny (2010). If there is a need to make a 
decision whether the business should be continued or terminated, liquidation valuation serves as the lower limit of 
valuation. It is true when the entrepreneur follows maximisation of value criterion and he is free to decide. 
Following rules must be used in liquidation valuation: 
x Some accounting items are not valued (accruals, reserves, adjustments). 
x The sequence of repayment of the debt items must be handled. 
x Valuation of some property items must be reduced by costs of sale. 
x The liquidation balance is subject to tax under the tax law. 
x The length of the liquidation process must be assessed and discount factor cannot be based on the CAPM model, 
because the risk concerning business in liquidation is different to the ongoing business. 
x The sale of assets should be considered at the moment when net present value is the highest. 
Wollny (2010) introduces German jurisprudence concerning the use of liquidation valuation in the following part. 
German praxis is in conflict with US and Czech literature and papers2, where liquidation valuation is preferred when 
it is higher than income approach valuation as the market value highest-and-best principle demands. This also 
follows economic rationality. 
On the contrary, in Germany prevails the requirement that liquidation valuation can be used only if the business 
is in deep financial distress or entrepreneur intends to liquidate. If an entrepreneur intends to operate the business, 
liquidation value cannot be (generally) used. It is the consequence of objectified value that is widely used in 
Germany and differs from market value in some substantial presumptions. 
 
 
2 Not analysed  here. 
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2.5. MaĜík et al. 
In publications of MaĜík (2003, 2007, 2011, 2011_II) liquidation method is mentioned just briefly. Important 
comments are: 
1. The analysis of the market capability to absorb the assets sold must be substantial part of the liquidation 
valuation, because the sale of multiple assets can significantly affect the market in some cases. 
2. The value of corporate property is the measurement of the assurance of invested capital in the company. 
3. Problematic areas of liquidation valuation 
Following fundamental requirements for liquidation valuation result from the above mentioned literature: 
x Transaction costs (including taxes) must be taken into account. Taxes must be taken into account when individual 
property is valued (for example tax from disposal of real estates in some countries) and the liquidation balance is 
divided among the owners (personal tax). 
x Cash flows from selling property must be discounted. 
x Length of the liquidation process must be assessed. 
x Discount factor cannot be based on CAPM model. 
x Often, no positive liquidation balance remains. 
I have discussed many of those requirements for liquidation valuation in my previous research papers (2012, 
2013_II). Most of my results are in accordance with the business valuation literature I have mentioned above, 
although I did not know Wollny (2010) at that time. 
Although, the business valuation literature does not deal with problematic areas related to liquidation valuation 
that are crucial: 
x How should valuer plan the debt repayments? 
x Which factors affect the value of individual assets? 
x Financial analysis and strategic analysis for liquidation valuation are specific. 
x Which laws must be taken into account? 
x How should valuer asses transaction costs? 
x How should be determined the discount factor? 
I will discuss my proposals for solving some of the problematic areas. Most of problematic areas have a lot in 
common to the legislation. That is why the particular procedure of liquidation valuation will vary among countries. I 
am surprised that none of the resources (literature, papers) highlights the role of legislation or better quotes 
particular laws, because without knowledge of them a sophisticated liquidation valuation cannot be performed. 
High Court in Stuttgart stated (14. 2. 2008, source: Wollny (2010)): “Although the liquidation valuation is 
fictitious, any additional obligations (e.g. severance payment) and taxes resulting from the liquidation process has 
to be deducted regardless of whether it comes to actual or fictitious disposal…” 
Thus, liquidation valuation represents the simulation of liquidation process which has to be modelled with all the 
presumptions, rules and consequences that apply to real liquidation. 
3.1. Proposed solutions of some problematic areas 
3.1.1. Debt repayments 
According to Wollny (2010) the sequence of repayment of the debt items must be handled. Some debts have to 
be settled of priority. German legislation specifies that compensations of employees and taxes on income at disposal 
are first in row. Czech legislation specifies that compensations of employees are first in the row. 
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I have observed that liquidators in the Czech Republic repay debts at the end of the liquidation process. This has 
two main reasons. First, it is common that liquidated companies do not have (or do not provide) accounting records. 
Therefore, liquidator does not have any guaranty that the list of debts which arises from his contact of all known 
creditors is full. Second, liquidator has rights and obligations of the statutory body, so he is obliged to file an 
insolvency petition if the company is insolvent. 
Both the reasons lead to self-protection of liquidator, because he can be accused of a preference of creditor to 
whom he has repaid debt (or its part) earlier than he should. He also could be accused of not proceeding with the 
duty to care (due diligence). 
Liquidation valuation does not need to be seen through this perspective. It is not because of its fictitious nature, 
but because of the standard of value it is based on. If the valuation is based on market value, which is suitable for 
wide range of purposes, we can derive much from the definition of market value. “The parties had each acted 
knowledgably, prudently…” presume both sides are reasonably informed. If we make a liquidation valuation, we 
should accept the assumption that we are reasonably informed and so we can decide (based on the result of the 
valuation) whether the danger of insolvency exists at commencement of the liquidation or not. 
Moreover, if we modelled repayments of debts at the end of liquidation process, we would not follow highest-
and-best use requirement of the market value, because it would not lead to the highest value of the business. 
Also, we have to deal with another problem when we model debt repayments. Within the plan of liquidation it 
has to be solved when debts will be repaid and what sum will be paid. The decision-making has to take into account 
terms and conditions of contracts, interest rates, penalties etc. 
Obviously, we can plan debt repayments when there is cash available. For that reason cash flow statement has to 
be prepared for liquidation valuation. I suggest using direct approach to prepare the statement, because it is much 
easier for the purpose of liquidation. 
Expenses arising from liquidation (salary of the liquidator, travel expenses, necessary expert reports costs etc.) 
have to be deducted from cash available before debt repayments. I also suggest holding a minimum liquidity to 
operate the liquidation when there are no incomes from asset disposal. 
3.1.2. Valuation of individual assets 
When individual assets are valued within liquidation valuation, specialized experts may be invited. Individual 
asset valuation for liquidation valuation use should have some different features compared to standard valuation. 
As I have mentioned, liquidation valuation is based on modelling of liquidation process. Imagine, we need to sell 
some special property, let’s say the building of a factory with particular use (copper factory). Such factory does not 
have many alternative uses and therefore it is necessary to consider its sale to limited range of potential buyers. In 
valuation of such asset we should deal with questions related to the nature of specific market with buildings of 
copper factories, its trends etc. The crucial questions are: 
x Is it more advantageous to sell the building as individual asset or part of sale of the whole business? 
x How should be the building sold – via tender, auction, via agent etc.? 
x How long would it last to sell the building to achieve the highest net present value? 
x What will be the highest (achievable) value? 
Fundamentally, prospective valuation of individual asset from the point of view of the valuation date is needed. 
We should consider processing of strategic analysis for assets with significant impact on the value of the business, to 
make the best estimation of expectable value of the property. As MaĜík highlighted, the analysis of the market 
capability to absorb the assets sold should be included if sale of the assets can affect the market. 
Liquidity plays the key role for identification of assets sale possibility (expected length of the sale period, 
achievable value). Liquidity was first defined by Keynes3: “An asset is more liquid if it is “more certainly realizable 
at short notice without loss.” 
 
 
3 Keynes (1930). 
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There are many papers that deal with liquidity of assets (among others Siblikov (2009), Schlingemann – Stulz – 
Walkling (2002), Hooker – Kohn (1994), Krainer – LeRoy (2001)). Liquidity estimations based on outputs from 
those papers can be used as sources for individual assets valuation. Liquidity and nature of the market with 
particular assets can be measured. 
The above mentioned papers can be also used for comparisons of valued (liquidated) business to ongoing 
businesses in the same industry. This is useful in financial analysis for liquidation valuation, because the above 
mentioned authors have identified financial differences between operating companies and those that were liquidated. 
3.1.3. Financial analysis and strategic analysis for liquidation valuation 
The general sense of financial analysis in profitable company valuation is to confirm the going-concern principle 
and prepare information for the financial plan. In case of distressed or loss company valuation, main goal of 
financial analysis is to confirm the problematic condition of the business. In such case ratio indicators and analysis 
of historical performance do not serve as sources of information for financial plan. That is why just analysis of 
financial situation at valuation date and its fundaments are need. 
Strategic analysis for liquidation valuation should be also adjusted. If strategic analysis confirms that the business 
profile does not provide any chances to operate in the future, the next role, which is in going-concern valuation the 
key one – analysis and prediction of market performance and prediction of business performance on such market – 
is pointless. 
Instead, strategic analysis prepared for liquidation valuation should examine whether it is more efficient to 
dispose whole business unit (-s), bunches of assets or individual assets. In other words, it should contribute to make 
the decision how the liquidation process should be performed. It also could / should be linked to individual asset 
analysis as stated above. 
3.1.4. Czech legislation 
Legislation implies taxes, some terms, costs, constraints or duties that affect liquidation process. That is why it 
has to be implemented into the liquidation valuation model. The main Czech laws that have to be considered when 
liquidation valuation of the Czech business is performed are: 
x Civil Code (no. 89/2012). 
x Business Corporations Act (no. 90/2012). 
x Law on Income Tax (no. 586/1992). 
x Law on Value Added Tax (no. 235/2004). 
x Insolvency Act (no. 182/2006). 
x Labour Code (no. 262/2006). 
x Criminal Code (no. 40/2009 Sb.). 
x Tax Code (no. 280/2009). 
3.2. Further research 
Further research is needed for some of the problematic areas. 
Empirical analyses of transaction costs should provide material that will help to adjust individual property 
valuation and simplified liquidation valuation. 
The key problem of liquidation valuation lies in the discount factor. Both practitioners and theorists agree on 
CAPM is not suitable for liquidation valuation. Unfortunately there is no satisfactory solution yet. At least it is not 
widespread and well known. 
Although many of above stated problematic areas might be subjected to further investigation, I have included 
“simplified valuation” among topics for further research. Simplified valuation is useful for preliminary estimations 
and valuation procedure decision-making. All the simplifications have to be built on solid empirical foundations and 
the effect of the simplification must be taken into account. 
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3.2.1. Transaction costs 
Transaction costs that are related to dispose of particular property item could comprise wide range of payments 
(expert report prices, broker fee, agency payments, auction charge, marketing costs etc.). When property item is 
valued we have to deal with two problems. First, which costs are appropriate to the most advantageous way of 
selling particular type of property (patent, logo, house, factory, land, car, computer, machine, tool, inventory, 
receivable, security etc.). Second and obviously more complicated, what is the height of considerable costs. 
Because there are many types of property and they can be traded on specific markets, valuer should rely on the 
information provided by specialist who knows functioning of such specific market. Further research is needed to 
capture the transaction costs on the markets with various assets to give valuers the outline of transaction costs 
boundaries. 
3.2.2. Discount factor 
Discount factor is an open problem that needs to be solved. As Wollny (2010) mentioned, the discount factor 
cannot be based on the CAPM model, because risk concerning the business in liquidation is different to the ongoing 
businesses. 
Subsequently Wollny (2010) suggests using the risk-free rate instead. This solution is applicable, but only if cash 
flow is represented by certainty equivalent. This concept has much theoretical strength, but its practical use is 
limited, because it is quite difficult, if not impossible, to reliably estimate the utility function that is crucial. 
I see possible solutions for the discount factor estimation in following methods: 
1. Base the discount factor estimation on the weighted average risk of assets. The risk of liquidation results from 
the risk of asset disposal. Risk of individual assets could be used. Based on extremes (the business is 
composed just by risk-free assets or on the other side just by extremely risky assets), I think there are no 
constraints to use weighted average similarly to WACC calculation. 
That is why I see this direction of thinking promising. 
2. Base the discount factor estimation on the same procedures that are used for premiums and discounts 
estimation. I see promising analogy to pre-IPO studies and similar approaches that are based on market data 
about certain companies. This approach would be based on market data observations of changes in return on 
equity of companies that entered into liquidation. Data before liquidation and within liquidation would be 
used. 
3. Base the discount factor estimation on the nature of company property. The calculation can be based on the 
difference between costs of capital of companies in the same industry that have significantly different 
composition of assets. A short example will help: 
Let’s have two groups of construction companies, those in the first group (A) own machinery and equipment. 
Companies in the second group (B) serve just as the organisational shell and they hire another construction 
companies to physically perform the engagement. The difference between returns of operators (B) and full 
construction companies (A) should help to reveal the risk of assets. Although this is very rough approach, it 
should be developed (adjusted) and possibly bring the desired outcome. 
3.2.3. Simplified valuation 
Damodaran (2006) and Wollny (2010) stress there is no positive liquidation balance at the end of liquidation 
often. Such company should have filled for insolvency and liquidation value is zero. 
Simplified liquidation valuation is suggested for such frequent cases. Currently I am convinced simplifications 
that enable: 
x fast and easy estimation of transaction costs including taxes, 
x fast and easy estimation of individual property value, 
and typical values for some valuation elements (discount factor, length of liquidation) should help. For simplified 
valuation debt repayment sequence also would not be used. 
I plan to elaborate such simplified method within my future research. 
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4. Conclusion  
In the literature and in expert reports, liquidation valuation is described / performed simply, without reflecting 
basic economic rules which affect the valuation result (time value of money, corresponding costs etc.). Too simple 
liquidation valuations are distorted significantly. 
The only business valuation literature that contains more focused part dealing with liquidation valuation method 
is Wollny (2010). In Wollny (2010) basic rules for liquidation valuation are introduced and explained. Other 
literature mention just fragments of the liquidation valuation concept. 
If we put together all parts of the liquidation valuation concept that are contained in the business valuation 
literature, we can compile problematic areas of this method that have to be considered in practice. Some of the 
problematic areas have been already covered by literature or papers (obligation to deduct transaction costs, taxes; 
discounting when liquidation takes longer time etc.), but some of the problems have not been solved yet (foremost 
discount rate estimation). 
I have found some problematic areas that have not been mentioned yet (different financial analysis, different 
strategic analysis, liquidity of assets). The important role of legislation has not been highlighted in any literature I 
have studied. 
Because liquidation valuation is not only theoretical concept, but valid valuation method used in real expert 
reports (well not as much as DCF method), its methodology should be developed and explained in the literature. 
A goal for further works is to introduce a comprehensive liquidation valuation concept that will introduce the 
liquidation valuation step-by-step. Tools to identify distressed state of the business and has to be components of 
such concept. 
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